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Accounting and Changing 
Price Levels 


Henry M. STEELE 
Systems Engineer 
International Business Machines Corporation 


As commercial development moved into 
the twentieth century, the view as to whom 
accounting was responsible shifted some- 
what from a proprietorship theory to an 
entity theory. According to the former, 
capital is the proprietor’s contribution, lia- 
bilities are negative assets; and record keep- 
ing is an accounting by the proprietor for 
his own property. 

Under the entity theory capital rep- 
resents all property in the business, regard- 
less of sources from which obtained and 
the proprietor is separate and apart from 
the business. Record keeping under the 
entity view is an accounting to outsiders 
for the property which has been entrusted 
to the business. 

The widespread adoption and growth of 
the corporate form of business organization 
has extended the responsibilities of account- 
ing, from those limited to the owner-man- 
ager, to include all of society. 


Awareness of the inflation which has 
occurred during and since the end of World 
War II has greatly intensified interest in 
business accounts. Until recent years many 
groups who now utilize accounting informa- 
tion did not do so. These groups are en- 


titled to, and rightfully may demand, accur- 
ate and meaningful data. But price level 
fluctuations affect the significance of 
accounting data and render sound interpre- 
tations far more difficult to make. 


VALUE MEASURES 


One of the basic conventions of account- 
ing is that the dollar is a uniform unit of 
value measure. A dollar of one time period 
is assumed to be equivalent in value to a 
dollar of another time period. Such an 
assumption would be perfectly valid if no 
fluctuations occurred in the price structure 
for goods and services. 

During periods of moderately fluctuating 
prices the assumption, that price level 
changes do not vitiate the usefulness of 
basic accounting data, probably is realistic. 
But as price fluctuations become more ex- 
treme, the dollar becomes a less homogene- 
ous unit of measure; and lack of compara- 
bility over time becomes significant. 

On an income statement, depreciation 
expense measured in terms of the dollar of 
ten, fifteen or twenty years ago is matched 
against sales revenue expressed in the cur- 


rent year’s dollar. And on the balance sheet 
appear dollar valuations which represent 
periods of different price levels. The seri- 
ousness of the defect in the assumption, 
that the dollar provides a stable unit of 
value measure, depends on the extent to 
which price levels fluctuate. 

Various statistical index series provide 
conclusive evidence that, during recent 
decades, there has been a major inflationary 
trend in prices. Although some disagree- 
ment exists as to a probable longer run 
trend, general consensus anticipates secular 
inflation. 

A reliable forecast of price level trend, 
from both a short-run and long-run out- 
look, is important for decision-making. But 
not only lack of agreement as to the future 
trend complicates the production of mean- 
ingful accounting data. Even if the secular 
trend were to be horizontal, the distortion- 
ary effects of cyclical price level changes 
on accounting data would be just as immi- 
nent. It is the cyclical price level move- 
ments which oscillate about the trend, 
much more than the secular trend itself, 


whatever its direction may be, that impair 
the comparability of accounting results. 


Price level fluctuations 

This loss of comparability of accounting 
results has produced a number of problems. 
The balance sheet of a firm presents valu- 
ations expressed in dollars, but the dollars 
are a collection of heterogeneous units of 
value measure. Such items as cash, receiva- 
bles, and liabilities are expressed in current 
dollars. The inventories, and especially the 
plant and equipment accounts, contain a 
conglomeration of valuations from previ- 
ous periods, during each of which the dol- 
lar may have had a significantly different 
amount of purchasing power over goods 
and services. 

The accounting figures matched on an 
income statement also lack comparability. 
Revenue, in terms of current dollars, will 
have charged against it costs of inventory 
and depreciation expense which do not 
reflect the current price level. The net in- 
come figure thus obtained is of less signifi- 


WHOLESALE PRICES 


INDEX, 1947-492100 
PROOUGTS ANO FOODS 
(20 120 
wo 


MY 


Source: Department of Labor 


Council of Economic Advisers 


UNIVERSITY OF MISSOURI 


| 


cance, and may confuse the distinction be- 
tween income and the recovery of invested 
capital. 


MONETARY ACCOUNTS 


The accounting problems which arise 
from price level fluctuations may be cata- 
logued as pertaining to monetary items, in- 
ventories, and fixed assets; or more simply 
as pertaining to monetary and nonmone- 
tary accounts. 

The monetary accounts and monetary 
transactions are less complex, to adjust for 
the effects of price level changes, than are 
the nonmonetary accounts and transac- 
tions. The only purely monetary account 
would be, of course, the cash account; but 
a number of other accounts are quasi-mone- 
tary and are properly grouped with cash. 
These are the receivables, marketable se- 
curities, and payables both current and 
long-term. In most cases the preferred stock 
account would also be included in this 
category. 


Time periods 

On any balance sheet, these items are 
expressed in terms of the dollar as of the 
end of that time period, and there is no 
problem as to the proper valuation for that 
period’s ending date. On the income state- 
ment, the monetary revenues and expenses 
are also expressed in current dollars, and 
thus are generally comparable if a signif- 
icant shift in price levels has not occurred 
within the period. 

But when figures are analyzed which 
represent different time periods, between 
which significant changes in price levels 
have occurred, the comparisons are mon- 
etary only and do not reflect a real or 
purchasing power basis. Adjustments, in- 
volving price index deflators, are not too 
complex. 

Measurement of realized purchasing 
power gains and losses on monetary items, 
however, may involve complications. Dur- 
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ing periods of fluctuating prices, the gain 
or loss from holding cash and receivables 
will be offset, in part or in total, by the 
loss or gain from holding payables. But a 
business enterprise such as a public utility, 
whose capital structure includes a sub- 
stantial amount of quasi-permanent debt, 
may never liquidate outstanding debt and 
thus realize the purchasing power gains of 
an inflationary period. This would pertain 
also to perpetual bonds and noncallable 
preferred stock. Only if the organization is 
of limited life, or otherwise terminates its 
operations, would these gains or losses be 
realized. 


NONMONETARY ACCOUNTS 


The problems relating to the treatment 
of monetary accounts and transactions, so 
as to show the effects of price level changes, 
are not necessarily simple or unimportant; 
but they are considered subordinate to 
problems dealing with the nonmonetary 
accounts. Primarily these latter pertain to 
inventories, to plant and equipment, and 
the corresponding depreciation allowances. 
The common stock and surplus accounts 
also are included in the nonmonetary clas- 
sification. 


Inventories 


The problem with inventories is two- 
fold: 


1. at what valuation should goods sold be 
matched against revenue for the purpose of 
determining net income? 


2. at what valuation should inventories be 
carried on the balance sheet? 


During a period of rising prices, mon- 
etary assets depreciate in purchasing power 
but the nonmonetary assets may show an 
appreciation in nominal dollar value. The 
more rapid the price level rise, and the 
slower the rate of turnover, the more signif- 
icant this appreciation becomes in the case 
of inventories. With a corresponding rise 
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in selling prices of goods, during the lag 
from time of acquisition of materials to the 
ultimate sale of the finished product, a 
higher dollar profit is realized. The mate- 
rials remaining on hand also have increased 
in dollar value, although by conventional 
accounting methods this gain remains un- 
realized until disposition of the goods. 

On the other hand, losses from price de- 
clines often are recognized prior to disposi- 
tion of inventory. By accepted accounting 
methods, inventories may not be stated 
above cost, except in a few cases. Thus in- 
ventories often are valued at a lower of 
cost or market, which recognizes losses from 
price declines. The valuations are not stated 
at market, which would recognize price 
fluctuations in either direction from cost. 


Although this treatment violates the doc- 
trine of consistency, it has been justified 
as conforming to the doctrine of conser- 
vatism. The result is that, in a period of 
rising prices, neither the balance sheet nor 
the incofme statement reflects current con- 
ditions. During a price decline, on the other 
hand, the balance sheet may present a 
realistic valuation for inventories, while 
the income statement reflects losses prior 
to realization through final sale of the 
goods. 


Fixed assets and depreciation 


The most serious problem raised by 
changing price levels is the proper account- 
ing for fixed assets and the corresponding 
depreciation allowances. 

Among the monetary accounts there is 
some balancing effect between the assets 
and liabilities. This does not dispel the 
problem, but it does mitigate the con- 
sequences of treating it lightly or ignoring 
it. With inventories the situation becomes 
more acute. The valuation shown on the 
balance sheet will depend on the flow as- 
sumption used for costing purposes. 

Reflecting a proper valuation on the 
balance sheet is a common problem in in- 
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ventory and fixed asset accounting. In the 
determination of net income, the more rap- 
id the inventory turnover the less con- 
sequential is the particular method of 
matching inventory cost against revenue. 

The longevity of fixed assets causes the 
matching of their costs against revenue to 
be a far more complex and subjective proc- 
ess. The intrinsic nature of fixed asset and 
depreciation accounting renders it most 
susceptible to the full impact of distortion- 
ary effects from price level changes. 

The valuations of fixed assets shown on 
the balance sheet generally are at cost of 
acquisition. Those who are familiar with 
accounting statements recognize that the 
balance sheet does not present current 
values or the value of a going concern. For 
that matter, neither does the balance sheet 
reflect realizable value in case of liquida- 
tion. The balance sheet shows the assets 
at original or historical costs. 

Changing price levels, in particular the 
inflationary trend of the past two decades, 
may cause substantial appreciation in the 
value of the assets. The totals, for the fixed 
asset accounts presented on the statements, 
are obtained by summation of property 
acquisition costs from many different time 
periods and perhaps from as many different 
price levels. 

These data may be of little or no assist- 
ance for current analyses or decision-mak- 
ing. As long as these valuations are rec- 
ognized as being just what they are, a 
historical record of costs of acquisition, 
misinterpretations are less likely. 


INCOME DETERMINATION 


For analytical purposes, the role of the 
balance sheet is subordinate to that of the 
income statement. Emphasis is centered on 
the income producing ability of a firm. 
Thus failure of the balance sheet to reflect 
current conditions is not regarded as se- 
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riously as a misstatement of revenue and 
costs and the derived net income. 


As has already been noted, the cost of 
inventory may distort net income durmg 
periods of changing prices, but for many 
organizations a more material item is de- 
preciation expense. In trying to arrive at 
current income costs are used which rep- 
resent conditions of an earlier, and usually 
a significantly different, level of prices. 


The net income has resulted in part from 
the quality of management and in part 
from changes in price levels. This often is 
given casual recognition; but the magnitude 
of the effect, from changing price levels, 
usually is not known and probably is sub- 
stantially underestimated by unsophisti- 
cated analysts. 


Definition of income 

Even without the effects of price level 
fluctuations, how to measure income con- 
tinues to be a controversial issue that has 
produced voluminous literature in account- 
ing, economics, and law. Economists have 
been unable to agree on a concept of in- 
come. 

Even the accountants, whose techniques 
and methodology are based to a much 
greater extent on objectivity, can not pre- 
sent a unified front on the definition of 
income. Net income is obtained as a resid- 
ual in the process of matching costs against 
revenue. Income does not emerge until all 
the costs of capital, labor, and other re- 
sources used in production are recovered. 

Although there are problems as to when 
revenue is to be recognized, generally 
speaking revenue or sales can be measured 
with a high degree of accuracy. The dif- 
ficulty, and where the principal disagree- 
ments occur, is in the measurement of the 
costs. The accountant uses a monetary 
measure. The economist attempts to dispel 
the money illusion by measuring costs and 
values in terms of purchasing power. 
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During prolonged periods of reasonably 
stable prices, the measure of income ob- 
tained by conventional accounting methods 
will not differ materially from the real or 
economic concept of income. But, when 
substantial fluctuations in prices occur, the 
accounting and economic measures of in- 
come vary significantly. 

Generally accepted accounting practice 
adheres to the matching of historical (past 
dollar) costs against current dollar revenue. 
The acquisition of productive facilities, 
materials and services, their use or con- 
sumption in the operation of a business, 
and the sale of the finished products may 
occur at widely varying dates. Because 
price levels are not stable, the value of the 
dollars expended in acquiring and pro- 
ducing goods differs from the value of the 
dollars received from sales. The determina- 
tion of accounting net income results from 
a matching of heterogeneous units, al- 
though it is based upon an assumption of 
an unvarying measure of costs and values. 


Inventory pricing 

The seriousness of this disparity, with 
respect to inventories, has been lessened 
substantially by use of the controversial 
but popular Zifo (Last-in, first-out) meth- 
od of costing. The use of the most recent 
inventory costs in determining income 
tends to present a more realistic picture 
on the income statement, although it may 
produce archaic valuations on the balance 
sheet. But the problem concerning the 
disparity of the historical and current val- 
uations of the long-term assets consumed 
in the course of business has not been 
resolved. 

No methodological solution has been 
developed which is acceptable to the ac- 
counting profession. Proposals that depre- 
ciation expense be adjusted for price level 
changes, or adjusted for replacement cost, 
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have been rejected by the national or- 
ganization of certified public accountants." 


Depreciation charges 

There has been confusion, among those 
with a less formal accounting background, 
as to the proper function of depreciation. 
Depreciation expense is taken to recover 
the capital invested in a depreciable asset, 
not to provide for replacement of the asset. 

The disagreement is over whether de- 
preciation expense, for the proper determina- 
tion of income, should be an allocation of 
historical cost or of current cost. Those 
who advocate that depreciation expense 
be adjusted for replacement costs, or for 
price level changes, do not contend that 
the accumulated allowance for deprecia- 
tion will equal the replacement cost of an 
asset when actual replacement takes place. 

No replacement at all may occur or, due 
to technological changes, replacement may 
be in assets of a different kind. The issue 
is whether capital recovery should be in 
real terms or in monetary terms. 


EFFECTS OF PRICE CHANGES 


Although oscillation in price levels have 
always been present, concern over their 
significance for data in financial reports 
was relatively minor until the late 1940's. 
During the past ten years professional lit- 
erature has abounded with articles dealing 
with inventory valuation, depreciation ac- 
counting, income determination and allied 
topics. 

Prices fluctuated widely during the ’20’s 
and ’30’s, and distortionary effects on ac- 
counting statements were present then as 
they have been since the end of World War 
II. Yet, in terms of the literature which 


1 American Institute of Accountants, Com- 
mittee on Accounting Procedure, Accounting 
Research Bulletin No. 43. Restatement and Re- 
vision of Accounting Research Bulletins (New 
York: American Institute of Accountants, 
1953), pp. 67-71. 
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dealt with the subject, little excitement 
was generated and concern for the result- 
ing problems was almost neglible. 


Emphasis on taxation 


It is worthwhile to inquire why, in recent 
years, there has been so much agitation for 
changes in accounting concepts and pro- 
cedures when previously so little solicitude 
was shown. Undoubtedly the level of taxa- 
tion has been a major, and perhaps the 
most prominent, factor that has focused 
attention on the distinction between in- 
come and the recovery of invested capital. 
Over the years the tax laws and their en- 
forcement have been strengthened. 

During the 1930’s corporate profits were 
relatively low, and the impact of tax laws 
was not as evident then as during recent 
years.” Another factor, bringing the prob- 
lem into its present perspective, has been 
the shift in emphasis in financial analysis 
from the balance sheet to the income state- 
ment. The result is that more attention is 
now paid to the concept of income and to 
its measurement. 


Price level adjusting 


The attention brought to bear on price 
level problems during the 1930’s was 
largely a result of the work of Henry W. 
Sweeney. Sweeney’s concept of stabilized 
accounting was based on an adjustment to 
the current general price level accomplished 
by means of an index number. Sweeney 
did not obtain many converts. He ad- 
vocated adjusting all accounts, which was 
too radical for most accountants a genera- 
tion ago, as it still is today. 

Awareness of the price level issue has 
been shown by national organizations of 
accountants. Under the auspices of two of 


2 Corporate income tax rates in the ’30’s 
varied around 15%. The first major rate in- 
crease occurred in 1940, and rates for 1946-49 
stabilized at 38%. By 1951 rates reached 5034% 
and have remained at 52% in subsequent years. 
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these groups, the American Accounting As- 
sociation and the American Institute of 
Certified Public Accountants, studies and 
research projects have been conducted 
which deal with the problem. 

The Institute, whose membership com- 
prises only certified public accountants, 
has taken a less sympathetic position to- 
ward recognition of price level changes than 
has the Association, whose membership in- 
cludes more academicians than _practi- 
tioners. Membership of neither group, as 
is true of accountants in general, is in 
accord on the extent or the means by 
which price level changes should be taken 
into the financial statements of a business. 

The American Institute of Certified Pub- 
lic Accountants, through its accounting 
research bulletins, largely in reaction to a 
few corporate deviations from generally 
accepted practice, has opposed any depar- 
ture from a historical cost basis for inven- 
tory and fixed asset accounting. This posi- 
tion has been supported by the Securities 
and Exchange Commission and maintained 
as the basis for federal taxation. 

The American Accounting Association, 


although also proclaiming that there should 
be no departure from the cost basis, did 
recommend—through supplements to its 
statement on accounting concepts and 
standards—that methodological research 
and experimentation be conducted. The 
latter culminated in the Association’s ex- 
tensive price level study. The Institute, al- 
though not engaging in empirical research, 
has contributed through its Study Group 
on Business Income. 


The price level study of the American 
Accounting Association,’ financed by grants 
from the Merrill Foundation for the Ad- 
vancement of Financial Knowledge, was 
undertaken in response to an intensive re- 
search and experimentation recommenda- 
tion of its Committee on Accounting Con- 
cepts and Standards. Changes in price 
levels were measured by the B.L.S. Con- 
sumer Price Index, and adjustments were 


3 For a report on this study see: 
Ralph C. Jones, Price Level Changes and Fi- 
nancial Statements. Case Studies of Four Com- 


panies (American Accounting Association, 
1955). 
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applied to all balance sheet and income 
statement items. 

Four companies—a public utility and 
three manufacturing concerns, participated 
in the project. The firms were the New 
York Telephone Company, Armstrong Cork 
Company, The Reece Corporation, and 
Sargent & Company. Analysis of the ac- 
counts, and their conversion to a uniform 
unit of value, was done largely by practic- 
ing senior accountants of the public ac- 
counting firms that were the company’s 
auditors. 

It was felt that these men—who did not 
have special training in economics or statis- 
tics—did a competent job, with a minimum 
of guidance, in converting the accounts to 
a uniform dollar basis. The property and 
depreciation accounts presented the most 
complex problems, and technical assistance 
was used in their conversion. 


POINTS OF DISAGREEMENT 


There has been wide disagreement in the 
general debate on the price level problem. 
Much has been written on the nature and 
concept of income determination. Meth- 
odology for making adjustments has caused 
a great deal of controversy; a large amount 
of the empirical work done has involved 
experimentation with various forms of ad- 
justment. 

At the core of the methodology debate 
has been controversy over index numbers, 
such as their accuracy in measuring price 
level changes, the appropriateness of exist- 
ing index series, and which index series 
should be used.* 

Issues related to federal tax policy, ways 
to implement recognition of purchasing 
power adjustments, and equity in taxation 
have produced a voluminous literature. 
The possible impact, upon cyclical fluctua- 


4See, The Price Statistics of the Federal 
Government, prepared by Review Committee of 
the National Bureau of Economic Research, 
Inc. New York 1961. 
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tions in the economy, of allowing pur- 
chasing power adjustments for tax pur- 
poses has been a point of wide disagree- 
ment. There has been concern as to whether 
only the fixed asset and depreciation ac- 
counts should be converted, or whether 
adjustments should be extended to in- 
ventory and other accounts. Disagreement 
exists on means of disclosing the results, 
be it by footnote, by narrative comment, 
by schedules comparing historical and cur- 
rent dollar amounts for relevant items, or 
by complete supplementary statements. 
The significance of making general pur- 
chasing power adjustments v. making spe- 
cific replacement cost adjustments has also 
provoked debate. These points, and many 
others, are all closely related to the general 
question of adjusting accounting data for 
price level fluctuations. They indicate the 
broad scope of the problem of accounting 
recognition of effects of price level changes. 


Why make adjustments 


The debate on these issues may be 
deemed only academic unless the economic 
utility of price level adjustments exceeds 
the cost of performing such adjustments. 
Only recently has more than limited atten- 
tion been given to the usefulness, and to 
the limitations, of adjusted accounting 
data. 

Conventional accounting methodology 
provides a number of generally acceptable 
techniques to measure net income of a fiscal 
period. These alternatives can produce sig- 
nificantly varying results. Although the ac- 
counting measure of net income is often 
regarded as objective, it is based on a set 
of assumptions with many alternatives, and 
may not—as is true of any result derived 
from a process of measurement—be pre- 
sumed to be exact. The determination of 
real income becomes even less refined, for 
the error is compounded by lack of pre- 
cision in measuring the extent of price 
level fluctuations. 
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Attempts to measure objectively the im- 
pact of price level changes on accounting 
data, even though the technique is not 
highly perfected, may more accurately in- 
dicate these effects than a purely subjec- 
tive evaluation. The business executive, 
provided with a measure of real income 
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which he may evaluate in the light of other 
nonquantifiable factors, should be better 
equipped to make current and future de- 
cisions. Even if these data only confirmed 
what he has already surmised, they should 
instill greater confidence in the actions 
taken. 
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Significant Shifts Expected 
In Missouri's Population 


Rosert L. 


University 


The first Census in Missouri was taken in 
1830. Decennial counts since that time show 
that the State experienced rapid growth 
during the pioneering period of the 19th 
century and only moderate growth since 
1910. In recent decades Missouri has fallen 
behind the national rates of increase. For 
example, the 1960 count represents a growth 
rate since 1950 of about 9 per cent com- 
pared to the national rate of about 18 per 
cent. 


MISSOURI’S POSITION 


The 1960 Census revealed that Mis- 
souri was the 13th most populous state 
in the U. S.; whereas it was 11th in 1950; 
10th in 1940 and 1930; 9th in 1920; and 
Sth in 1900. Slower growth rates for Mis- 
souri than for the Nation are indicated in 
the projections to 1980. (Table 1). 

Another study showed the increase in 
the number of rural residents represented 
the largest portion of the state’s population 
growth up to 1900, but since the turn of 
the century the rural population has de- 
clined steadily, with the exception of a 
small increase during the 1930-40 decade. 
During the 60 years since 1900, the urban 
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TABLE 1 


POPULATION 1950-60 WITH 
PROJECTIONS TO 1980 
(And Share of U.S.) 


Missouri Inc. in Ten Years 

Population |§ Number Per Cent 
Year (000) (000) PerCent of US. 
1950 3,955* 170 4.5 2.6 
1960 4,320* 365 9.2 2.4 
1970 4,763t 443 10.3 2.3t 
1980 5,310+ 547 11.5 2.2t 


*U. S. Bureau of the Census. 

+Projected. 

fUsing series 3 projections of U. S. Bureau 
of the Census (Series P-25, No. 187, Nov. 10, 


1958) showing 208 million U. S. population in 
1970, and 245 million in 1980. 


part of the population continued to in- 
crease so that by 1930 more than one-half 
of the total population in Missouri was 
urban, and fully two-thirds was urban by 
1960. 


1 Adapted from C. T. Pihlblad, “Population,” 
Chapter 9 in Missouri, Its Resources, People 
and Institutions (University of Missouri, 1950), 
pp. 201-202. 
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The extent of urban concentration in 
1960 can be illustrated by the fact that 
the nine highly urbanized counties adjoin- 
ing St. Louis and Kansas City constituted 
55 per cent of the total population of the 
State; this proportion was 50 per cent in 
1950, and 45 per cent in 1940. It appears 
reasonable to expect that the urbanized 
proportion of the population will continue 
to mount as agriculture makes needed ad- 
justments and responds to urban-industrial 
opportunities. The projected population 
figures show that these urbanized counties 
may be expected to increase 30 per cent 
over the next 20 years while the balance of 
the state may show only an 18 per cent 
gain. 


PROJECTIONS TO 1980 


The population of Missouri is expected 
to increase from 4,319,813 in 1960 to 


about 5,310,000 residents in 1980. This 
projected increase is based on the follow- 
ing assumptions: 


1. The race-age-sex pattern of 1950 is assumed 
to prevail to 1980. 


2. Survival rates of 1949-51 are assumed to 
be constant by age and sex to 1980. 


3. No loss of population by out-migration in 
the metropolitan areas. 


4. Out-migration rates of 1940-60 are assumed 
for the remainder of the state. 


Putting it another way, the projections 
offered depend on the patterns of fertility, 
survival, and migration remaining about 
as they have been in recent years. 


PROJECTIONS FOR DISTRICTS 


On the basis of U. S. Census enumera- 
tions projections have been prepared for 
highway districts. The projections are shown 


TABLE 2 


POPULATION OF MISSOURI BY HIGHWAY DISTRICTS—1920 to 1960, 
WITH PROJECTIONS TO 1980 


(Figures are shown in 000) 


Actual Projections 

Dist 1920 1930 1940 1950 1960 1965 1970 1975 1980 
I 262 253 242 225 202 181 153 142 118 
II 210 190 180 158 143 136 134 126 112 
III 174 165 161 148 148 140 143 142 144 
IV 622 723 724 785 936 1,004 1,105 1,203 1,321 
V 201 198 204 209 218 226 234 243 246 
VI 1,064 1,231 1,305 1,484 1,737 1,909 2,090 2,290 2,504 
VII 274 259 267 250 236 226 210 197 182 
VIII* 202 210 225 235 289 303 320 339 358 
IXt 141 127 139 122 107 106 106 106 106 
xX 254 273 338 339 304 285 268 243 219 

TOTAL 3,404 3,629 3,785 3,955 4,320 4,516 4,763 5,031 5,310 


*This district contains Fort Leonard Wood. The population of the “base” was included in 
1960 but not in the 1950 Census. The trend lines therefore rise rather sharply for the 1950-1960 
decade. Because of this unnatural situation, the projected population was assumed to remain at the 


same per cent of the state total as in 1960. 


{The district is thought to have reached the minimum and should remain stable. The area is 
relatively undeveloped, but has considerable recreation potential. 
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in detail in Table 2 together with enumera- 
tions from 1920. Two districts (IV and VI), 
comprising 25 counties adjacent to and 
near St. Louis and Kansas City, are ex- 
pected to account for over 70 per cent of 
the total population of the state by 1980. 
Moreover, a belt of counties across Mis- 
souri from St. Louis to Kansas City cor- 
responding to highway districts IV-V-VI 
will account for nearly 80 per cent of the 
projected state population by 1980. These 
districts included about two-thirds of the 
population in 1960 and back in 1920 the 
proportion was about 55 per cent. 


The other districts with predominantly 
rural populations can be expected to con- 
tribute smaller shares of the state’s popula- 
tion, with some major locality exceptions. 
It should be pointed out that some coun- 
ties showing vigorous growth, as in the 
cases of Greene and Pulaski, have their in- 
creases more or less cancelled out in this 
type of presentation because of general de- 
clines in the balance of the district in which 
each is located. 

Most districts of the state, aside from 
the populous “St. Louis-Kansas City belt,” 
are not expected to exceed 5 per cent of 


POPULATION PROJECTIONS TO 1980 


AND PER CENT OF STATE IN EACH DISTRICT 
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the total state population. Most districts 
show progressively smaller shares of the 
population of the state for the years ahead. 


PROJECTIONS BY SIZE GROUPS 


Projections of various population size 
groups are shown in Table 3. Difficulties are 
encountered in classifying urban areas by 
size since movement from one size group 
to another occurs from decade to decade. 
In the projections presented the 1950 pop- 
ulation was used to determine the size 
classification of individual cities to 1980. 

Moreover, the “open-country” category 
includes an undetermined number of per- 
sons living outside towns but in suburban 
and other urbanized areas. The open coun- 
try population is therefore neither synony- 
mous with farm population nor, by no 
means, is it exclusively rural. 

It can be said that aggregate popula- 


tion of the small towns is fairly stable. 
The small town is persistent despite re- 
peated declarations of its early demise. In 
1960, there were well over 300,000 people 
living in towns and villages of less than 
2,500 population; an additional 300,000 in 
the next larger grouping (up to 10,000 pop- 
ulation); and over 300,000 more in cities 
under 50,000 population. This means that, 
in 1960, upwards of one million Missourians 
were living in the towns and small cities 
outside the metropolitan areas of St. Louis 
and Kansas City and including Springfield 
and St. Joseph. By 1980 the projected fig- 
ures indicate that these town and small 
city residents will have increased their 
numbers by 100,000. 

The increase of over 200,000 projected to 
1980 for the “open-country” population is 
expected to be largely suburban and urban 
fringe growth. It should be stated that, 


TABLE 3 


PROJECTIONS BY POPULATION SIZE-GROUPS FOR MISSOURI 
(Figures shown in 000) 


Preliminary Projections 
1960 1965 1970 1975 1980 
Open Country 
821 864 914 987 1,056 
Towns 
Under 1,000 166 170 174 179 184 
1,000-2,499 156 159 163 167 171 
2,500-4,999 163 167 171 175 180 
5,000-9,999 144 147 151 154 158 
Small Cities 
10,000-24,999 216 221 230 236 242 
25,000-49,999 103 105 108 111 114 
Larger Cities 
Springfield 96 100 105 110 114 
St. Joseph 79 79 79 79 79 
Metropolitan Areas 
Kansas City and 
St. Louis—in Mo. 2,346 2,504 2,668 2,833 3,013 
Totat Missouri 4,289 4,516 4,763 5,031 5,310 
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despite the apparent growth of small towns, 
the increases shown are not of the magni- 
tude to indicate retention of natural in- 
crease. Therefore the net out-migration 
that is implicit in these data calls atten- 
tion to the resultant age composition of the 
smaller places. 

The small town is characterized by high 
dependency ratios contributed to largely by 
older residents. The meaning of this would 
appear clear in questions of public policy 
particularly with respect to willingness and 
ability to provide for needed schools, roads, 
and other public facilities and services. 


AGE-SEX PROJECTIONS 


There are important trends implicit in 
_ age-sex projections for various population 
. size groups. Assuming present high levels 
of human fertility will continue, and that 
migration patterns involving heavy move- 
ment of town to city will persist, it can 
be shown that a certain “leveling” effect is 
accomplished with respect to age compo- 
sition in the different residential categories. 
For example, the nine highly urbanized 
counties including the two largest cities are 
expected to show a 25 per cent increase in 
the proportion of aged (persons 65 and 
older) for the period 1960-1980. This can 
be compared with a minor increase of about 
5 per cent for the aged in the small towns 
(under 2500 population), and similar small 
increases for the small and medium-size 
cities. The result is an expectation of a 
larger proportion of aged in Missouri by 
1980 but no appreciable differences in pro- 
portionate number by residential category. 

All residential groups will be expected to 
have 10 to 12 per cent of their total pop- 
ulation in the older years. It is interesting 
to note that the present excess of females 
over males in the older ages is expected to 
become still greater in the years ahead, due 
in large measure to increasingly improved 
survival rates of elderly women compared 
with men. 
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RELATIVE INCREASE IN AGE GROUPINGS Sm 


AGE GROUPS PER CENT INCREASES 1960 to 1980 
10 20 30 40 S50 60 70 


Under 20 


20-64 


65 and Over 


The effect of continued high fertility and 
improved survival is to increase the num- 
bers in the dependent years. For example, 
the number of children and youth may in- 
crease by two-thirds and the number of 
elderly people by one-third in the next 20 
years. 

On the other hand, the size of the work- 
ing-age group is not expected to increase 
appreciably within the next two decades. 
Dependency ratios nationwide are expected 
to be much higher in the years ahead to 
1980. Illustrative of this is the projection 
for Missouri for 1980 which suggests that 
“dependents” will exceed the number in 
the working years. 


DEPENDENCY Ratios? 


Year Ratio 
1940 691 
1960 705 
1980 1,086 


Since it is the rural areas and small 
towns from which continued net out-migra- 
tion is expected, these places will occupy 
a position of relative disadvantage. Migra- 
tion is a selective process involving mainly 
younger persons. The rural areas of the 
State have a traditional surplus of youth- 
ful workers. 


2Persons under 20 years of age and those 
3 years and older per 1000 persons 20-64 years 
of age. 


UNIVERSITY OF MISSOURI 


Forecasting Techniques for 


Anticipating the Upturn 


BeryL W. SprRINKEL 


Vice President and Economist 
Harris Trust and Savings Bank, Chicago 


Since the future can never be known with 
certainty, economists are forced to use sev- 
eral different types of forecasting devices 
in developing a viewpoint as to probable 
future trends. There is no shortage of tech- 
niques. The difficulty is that we have too 
many approaches and few of them have 
been subjected to careful testing with both 
the benefit of hindsight and foresight. 

If there were one system that was in- 
variably correct, economists would inev- 
itably concentrate their attention on that 
approach. However, until such a method 
is developed, an eclectic attitude must be 
retained. 


Gross national product 

The most frequent approach to forecast- 
ing can be labeled the gross national prod- 
uct spending approach (see Chart I). This 
approach is based on the simple idea that 
changes in the direction and magnitude of 
spending will be the most important factor 
determining subsequent business trends. 
There can be no quarrel with this basic 
premise but the real difficulty arises in at- 
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Investment® 
‘ 
Source: Dept. of Commerce *Seasonally odjusted 


tempting to estimate the various spending 
components. 

Continued improvements in survey in- 
formation suggest that spending estimates 
can now be made with greater precision 
than was ever true in the past. Nonethe- 
less, it remains difficult to foresee changes 
in direction of spending, even though the 
gross national product approach is a use- 
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CHART I 
GROSS NATIONAL | 
HARRIS BANK 
|_| 


ful means of organizing one’s thinking 
about this problem. Since this technique is 
well understood and in widespread use, I do 
not intend to develop it further, other than 
to point out an error common to many 
forecasts being made at the present. 


Inventory liquidation 


For many months great emphasis has 
been placed on inventory liquidation as a 
source of the present recession. Many now 
argue that since inventories have been so 
severely liquidated while final demands 
have remained relatively stable, it follows 
therefore, that an upturn is imminent. Al- 
though, as developed later I agree with 
the conclusion, the analysis appears falla- 
cious. Inventories reached a peak of $93.4 
billion in July 1960 and had declined only 
$1.8 billion or 1.9% through February (see 
Chart IIT). 


CHART II 


BUSINESS INVENTORIES 


Trade* 


Source: Dept. of Commerce “Seasonally adjusted 
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Although further inventory liquidation 
undoubtedly occurred in March, it appears 
unlikely that total inventories have de- 
clined more than $2.2 billion. Most of the 
inventory liquidation that has occurred 
has been in goods in process and purchased 
materials while final products are down 
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only $100 million after reaching a high last 
fall. Therefore, basing an anticipated up- 
turn solely on the inventory position is 
indeed treacherous at the present time. 
The important question is Will final sales 
turn up shortly? If so, inventory liquida- 
tion will subside. If not, relatively high 
inventories will result in a further drag on 
the economy. 


LEADING INDICATORS 


In recent years many economists have 
supplemented the gross national product 
approach with the use of sensitive indi- 
cators which have, over the long-term past, 
foreshadowed subsequent changes in final 
demands. 

As long ago as 1938 the National Bureau 
of Economic Research began analysis of 
statistical series which turn down ahead of 
business contractions and up ahead of busi- 
ness recoveries. The NBER has established 
desirable characteristics of ideal statistical 
indicators which highlight the usefulness, 
as well as the weakness, of the series ac- 
tually available.* 


1. There should be a long record of perform- 
ance of the statistical indicator over many 
business cycles. 

2. The lead of revivals should be constant and 
the same constancy should apply to the 
lead over contractions. 

3. The series should be free from erratic move- 
ments. 


4. Cyclical movements in the series should be 
pronounced and, therefore, readily recogniz- 
able. Also the data should indicate the 
relative amplitude of the coming economic 
change. 


5. The relation between the leading indicator 
and subsequent business change should be 
readily explainable, so that the user will 
have confidence that past behavior was not 
a fortuitous event. 


1 Geoffrey H. Moore, Statistical Indicators 
of Cyclical Revivals and Recessions Occasional 
Paper No. 31 [New York: National Bureau of 
Economic Research, Inc., 1950], p. 20. 
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TIMING RECORD OF SELECTED INDICATORS 


—at Business Cycle Turns‘ 


Peaks Troughs 
Avg.* Avg.* 
— Lead + Lag No. Lead No. Lead 
LEADING INDICATORS 
1 Average Hours Worked ................ 9 —7 10 —4 
Accession Rate (Mfgr.) ................ 11 —10 15 3”, 
3 Layoff Rate (Mfgr.) .................... 12 — 8 12 —5 
4 Durable Goods New Orders ........ 7 — 6 14 —2 
5 Housing Starts 9 —13¥% 11 —5 
6 Comm. & Ind. Building Awards .. 9 —9 14 io 2 
7 Net New Businesses ....................-- 28 — 3 28 —5 
8 Failure Liabilities 20 —7 20 —7 
9 Corporate Profits (Net) .............. 12 —4 15 2 
10 Common Stock Prices .................... 28 — 4 24 —S5 
11 GNP Inventory Change ................ 5 6 
12. Ind. Raw Materials Prices ............ 11 — 7% 14 0 
CorncipENT INDICATORS 
13. Nonagricultural Employment ......26 0 28 0 
14 Unemployment Rate ...................- 7 —4 10 +1% 
15 Industrial Production .................... 26 0 26 —l 
16 GNP (current dollars) .................. 12 + ¥ 12 —l 
17 GNP (1954 dollars) 2.22... 6 0 5 —3 
18 Bank Debits Outside NYC ........ 27 + 1% 28 —3 
19 Personal Income 13 +1 16 —2 
20 Retail Sales 9 + 2% 11 —% 
21 Nonfood Wholesale Prices ............ 10 0 13 +1 
Laccinc INDICATORS 
22 Plant & Equipment Expend. ........ 17 +1 15 +2 
23 Unit Labor Cost 6 + 6% 7 +7 
24 Manufacturers Inventories ............ 9 + 1% 9 +3% 
25 Installment Credit ...0000.0.000.000...... 5 + 5% 6 +3% 
26 Bank Loans Interest Rate .......... 10 +5 12 +5 


*In months. 
1. Statistical Indicator Associates, North Egremont, Massachusetts. 
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The approach of the National Bureau 
was to determine what series precede, co- 
incide and lag with respect to business 
turning points. The technique, is empirical, 
since there exists no comprehensive theory 
which explains these relationships. The 
table presents a recently revised set of 
statistical indicators and reflects their av- 
erage lead before both peaks and troughs 
of business activity. 

In general, note that the leads prior to 
contractions are usually longer than the 
leads prior to recoveries. Since we are now 
interested in detecting a possible upturn 
in economic activity, a short lead is indeed 
unfortunate, particularly when current data 
typically lag events by one to two months. 


Limitations in use 

None of the above series is perfect with 
respect to the foregoing criteria. Also it is 
necessary to adjust the data in order to 
make a proper interpretation. Most series 
are seasonally adjusted and moving av- 
erages are used for smoothing the data. 
The National Bureau also suggests that 
construction of diffusion indexes aids proper 
interpretation. A diffusion index is simply 


CHART III 


LEADING INDICATORS & PRODUCTION 


moving averages 
Shaded periods are contractions in business activity 
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a percentage of each category currently 
expanding. An example of such an index is 
given in the bottom half of Chart III. The 
top half relates the Harris Bank composite 
of the leading indicators to Industrial Pro- 
duction. 

Although some of the series, such as new 
orders and building awards, are readily ex- 
plainable others are more difficult to under- 
stand. For example, why do failure li- 
abilities begin to rise long before economic 
activity reaches its high and begin to de- 
cline while the economy continues to slip? 
Perhaps variations in business liquidity pro- 
vide the answer. 

Nonetheless, the basic test must be 
whether or not the indicators consistently 
lead business cycle peaks and troughs, and 
viewed as a whole, the record has been 
good. It is, of course, possible to misuse 
this approach by considering it strictly a 
mechanical gadget. However, to the extent 
change in any one series is viewed against 
changes in all other series, the leading in- 
dicators provide a useful adjunct to other 
approaches. 

It is also true that the leading indicator 
approach frequently provides useful clues 
as to the ultimate extent of an existing 
decline in economic activity. In the past, 
weakness in the leading indicators in the 
early months of a recession have been di- 
rectly correlated with the ultimate severity 
of the existing contraction. For example, 
in the first few months of the current de- 
cline the weakness in the leading indica- 
tors suggested that the present recession 
would be among the mildest ever experi- 
enced (see Chart IV). Up to the present 
time this prediction has been borne out 
by the facts. 


The recent situation 

Since late 1960, the leading indicators 
have firmed. In March and April these in- 
dicators were rising rapidly. As spring ap- 
proached, the economy continued to slide 
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CHART IV 
SEVERITY OF 1960 BUSINESS CONTRACTION 


Number of leading indicators showing larger or smaller declines, since 
May 1960, than in comparable periods in other downturns 


| Larger Smaller 


1937-38 1929-33 
| MILD OR MODERATE SEVERE 
CONTRACTIONS | CONTRACTIONS 


Source: Geoffrey H. Moore, National Bureau of Economic Research, 261 Madison 


Avenue, New York 16, New York. 


downward, but the rate of decline slowed 
and was less broadly diffused than pre- 
viously. Most recent data suggest the 
trough has been reached and that the busi- 
ness trend has either started up or will 
start shortly. 

Conclusive evidence must await the final 
revision of recent economic data. Although 
unemployment is unusually high, due to 
the fact that it was relatively high at the 
start of the recession, it now seems rea- 
sonably certain that this recession will be 
among the mildest in our history. 

Present strength is being reflected in 
most leading indicators as well as a few 
coincident ones. The laggers will not rise 
for a few more months. 

Unfortunately, the indicators which typ- 
ically lead the business cycle are not those 
which receive widespread attention in the 
financial press and by businessmen. Yet a 
knowledge of the historical sequence of 
various series is a considerable aid in de- 
tecting cyclical change while it is in the 
making. Although the National Bureau 
does not claim predictive power for its ap- 
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proach, business analysts have frequently 
found guidance from these series in the 
past. 


The leading indicator approach, when 
used in conjunction with other knowledge 
about the business cycle, substantially nar- 
rows the inevitable margin of error in any 
business cycle forecast. Although adverse 
external developments or adverse policy 
changes could well reverse present indica- 
tions, the most probable prospect is for a 
continued near-term improvement in eco- 
nomic activity. 


MONETARY INDICATOR 


The leading monetary indicator approach 
to business cycle forecasting is based on a 
long-lived economic theory frequently la- 
beled the quantity theory of money. Early 
writings on the quantity theory date back 
as far as 150 years; but modern research 
in this general area began shortly after 
World War II, and has been conducted 
largely by Dr. Clark Warburton of the 
Federal Deposit Insurance Corporation and 
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CHART V 


MOWETARY GROWTH, VELOCITY & BUSINESS FLUCTUATIONS 


PER CENT OF CHANGE 
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Source: Dept. of Commerce, Fed. Res. Bd., Nat'l. Bureau of Econ. Research, Inc. 
*All commercial banks demand deposits adj. + currency (seas. adj) 
*Annual rate of monthly change, 6-month moving average 


tAnnual data before 1939; quarterly since 1939 
Shaded periods are contractions in business activity 


Dr. Milton Friedman and students of the 
University of Chicago.? 
The hypothesis underlying this forecast- 


2For example see: 

“The Supply of Money and Changes in Prices 
and Output,” in U. S. Congress, Joint Eco- 
nomic Committee, The Relationship of Prices 
to Economic Stability and Growth: Compen- 
. dium. Document No. 23734, Washington, Gov- 
ernment Printing Office, March 31, 1958, pp. 
241-56. 
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ing approach asserts that changes in the 
rate of monetary growth affect the business 
cycle in a predictable manner, i.e. changes 
in monetary growth are positively corre- 


Milton Friedman, A Program for Monetary 
Stability (Fordham University Press, 1959), 
especially pp. 9-22 and 87-88. 

Clark Warburton, “The Theory of Turning 
Points in Business Fluctuations,” Quarterly 
Journal of Economics, November 1950. 
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lated with subsequent cyclical changes. 
Since the money supply is the independ- 
ent causal variable, according to the quan- 
tity theory approach, a decline in its growth 
is likely to have adverse effects on pro- 
duction and employment whereas a rise 
would stimulate business activity. 

Intuitively it is not difficult to believe 
that changes in the rate of monetary 
growth, and consequently changes in 
liquidity, are an important determinant of 
short run cyclical fluctuations, since nearly 
all business transactions are carried on 
with money. 


The best evidence bearing on the mon- 
etary hypothesis has been developed by 
Dr. Milton Friedman and Dr. David Meis- 
elman and is yet unpublished. Nonetheless, 
the data in Chart V make possible a crude 
test of the leading monetary indicator ap- 
proach to busines cycle forecasting.* 
can be 


Four conclusions 


drawn.* 


important 


1. All business declines since 1918 have been 
preceded by a reduction in the rate of 
monetary growth. The average length of 
the lead has been about twenty months. 


2. All business recoveries have been preceded 
by a rise in the rate of monetary growth 
and the average lead has been about nine 
months. 


3. The size of economic fluctuations bears 
some relation to the size of the change in 
monetary growth. Note that, excluding the 
war and early postwar period when liquidity 
was excessively high, the greatest decline 
in monetary growth occurred before and 
during the 1920-21, 1929-33 and 1937-38 
contractions. 


3A preliminary report by Messrs. Fried- 
man and Meiselman entitled The Relative Sta- 
bility of the Investment Multiplier and Mon- 
etary Velocity in the United States, 1897-1958 
has been submitted to the Commission on 
Money and Credit and will presumably be pub- 
lished by the Commission. 

4Beryl W. Sprinkel, “Monetary Growth as 
a Cyclical Predictor,” The Journal of Finance, 
September 1959, pp. 333-346. 
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4. Velocity changes are coincident with busi- 
ness cycle peaks and troughs and, therefore, 
cannot be used for forecasting purposes. 


Monetary policy 


At the present time, monetary growth 
in the U. S. economy is determined pri- 
marily by Federal Reserve policy. However, 
in the early phase of a change in direction 
of monetary policy, there is a delay in the 
response of the banking system. For ex- 
ample, as indicated by Chart VI, monetary 
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policy began to ease in 1960 but the first 
reaction of the banking system was to 
liquidate debt to the Federal Reserve. 


Also there was a significant build-up in 
excess reserves of the banking system, par- 
ticularly in country banks. Additional re- 
serves provided to the banking system by 
the Federal Reserve, however, were used 
and (as indicated by Chart VII) the bulk 
of these funds placed in new investments 
in U. S. government and municipal secur- 
ities. 

Unfortunately, the textbooks usually 
speak only of the money supply increasing 
with an increase in loans. The money sup- 
ply also increases when banks add invest- 
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CHART VII 


BANK LOANS & INVESTMENTS 


ments; and this is the usual means by which 
an increase in monetary growth occurs in 
recession periods, since loan demand is 
typically weak at that time. 


Liquidity growth 

Monetary growth has been rising since 
June 1960, and this has led to a substan- 
tial improvement in the liquidity of the 
economy. There is no evidence that a de- 
cline in monetary growth is likely to occur, 
so long as Federal Reserve policy con- 


tinues expansionary, but the trend must 
continue under constant surveillance. 


It is conceivable that the Federal Re- 
serve could become so concerned about the 
gold exodus that a change in policy could 
bring about a sharp contraction in the 
money supply, as occurred in 1931 follow- 
ing a gold crisis. Nonetheless, up to the 
present time, the money supply has con- 
tinued to expand. 

And, barring a sudden change in policy, 
further expansion appears probable in com- 
ing months, particularly in view of the re- 
duced gold flow. Consequently, it is my 
view that the leading monetary indicator 
suggests that an upturn in economic activ- 
ity is either under way now or will be 
shortly. 


CONCLUSIONS 


The indicator approaches to business 
forecasting reduce uncertainty, and the 
likelihood of error, but do not guarantee 
accuracy. They cannot properly be used 
as mechanical gadgets but must be applied 
with careful judgment. 

In summary, the relevant data suggest 
the economy is emerging from the fourth 
and most mild business recession in the 
postwar period. 


UNIVERSITY OF MISSOURI 


Place of Development Finance 
Corporations in Missouri's 
Growth 


Joun F. 


Vice President 
First National Bank in St. Louis 


None of us can view the decline in Mis- 
souri’s rural population, and the failure to 
grow at the same rate as our sister states, 
without asking some penetrating questions 
as to what has to be done to correct the 
situation. We need to consider whether 
present financial resources in Missouri are 
adequate to attract industry. 

One device which merits attention is to 
make possible, through direct legislation, the 
chartering of development finance corpora- 
tions. These are private corporations for 
public purposes with several years of favor- 
able history in a number of Eastern states. 

Such corporations fill what appears to be 
a nationwide gap between available sources 
of equity money and conventional lending 
sources such as banks, insurance companies 
and other short and long-term lending in- 
stitutions. 


1Donald R. Gilmore, Developing the Little 
Economies (Committee for Economic Develop- 
ment, New York, 1960), p. 140. 
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EQUITY CAPITAL SOURCES 


Present high federal tax rates make it 
very difficult to accumulate equity capital. 
We see many instances where local citizens, 
having banded together to raise money to 
finance a new plant that is just coming in, 
find that their well has run dry when the 
possibility of a second plant appears. In 
other instances, conventional lending 
facilities may be available through cor- 
respondent banks, nationally-sized insurance 
companies or similar sources, and yet local 
groups in need of help do not know how to 
approach them. 

Missouri’s problem is how to attract ad- 
ditional industry, and expand present in- 
dustry. Thus, we can improve our position 
nationally, broaden the tax base; and arrest 
the decline which has taken Missouri from 
fifth ranking in states to around thirteenth 
in the last fifty years. 

There is a demand that must be recog- 
nized, for some sort of credit development 
corporation here in Missouri, to fill the 
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above-mentioned gap in available lending 
and co-ordinating facilities; and for what 
is needed to hold and attract more industry. 


Private capital 


If private enterprise does not start such 
a corporation, for use now or at least when 
the rate of business activity and the height 
of bank loans drops off somewhat, then 
there is a good chance that a tax-supported 
state organization will be considered and 
quite possibly set up by the legislature. 

Now what are we basically talking about 
regarding a development corporation? For 
those not familiar with this term, it may 
be useful to give a little historical rundown 
on where the term comes from, where it 
has been used, and some idea of the suc- 
cesses achieved in other parts of the 
country. 


N. ENGLAND EXPERIENCE 


The idea was fundamentally initiated in 
the New England states where the move- 
ment of the textile and leather industry to 
the south at the end of World War II 
created large areas of unemployment and 
tremendous blocks of unused factory build- 
ings. Fall River, Lowell, New Bedford and 
other similar towns in Massachusetts and 
New England are names familiar to all. 

The mills moved south because high 
labor costs and other factors made northern 
areas unattractive for the textile and 
leather industries. Being a rather ingenious 
and thrifty lot, the New Englanders could 
not sit idly by and watch this business leave 
their front door without doing something 
about it. 

Accordingly, their leaders of industry, 
banking and business got together and 
formulated a plan for raising private 
money, in the form of equity capital and 
pooled longer term lendable funds. Credit 
corporations were chartered by special act 
of the legislatures of the New England 
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states. The purpose was to rehabilitate old 
businesses and to attract new industry. 


These corporations were given certain 
tax exemptions and other powers beyond 
those of the regular form of corporation. 
Credit corporations were then empowered 
to borrow from the banks, in most in- 
stances on the basis of $1.00 of capital for 
$10.00 of borrowings on a revolving credit 
basis. These funds could then be loaned 
to responsible borrowers—to rehabilitate 
old buildings, construct new ones, and en- 
courage the electronic and other new in- 
dustries to come into New England in a 
major way. 

In principle, the development corpora- 
tions do not make loans where conventional 
lending facilities are available. Rather, 
they go into situations where a_ business 
appears credit-worthy, but sufficient equity 
or long-term loan money is not available 
through conventional channels. 


Massachusetts corporations 

Using that state as an example, the 
Massachusetts Credit Development Corpo- 
ration was formed in 1949 with private in- 
dividuals and industry raising $750,000 in 
cash (with the pledge of an additional 
$750,000 if needed) to provide the initial 
capitalization for the Corporation. 

Banks that became members of the Cor- 
poration then agreed to loan two per cent 
of their capital and surplus to the Corpora- 
tion. After careful screening and investiga- 
tion the Corporation made funds available 
on a loan basis, usually by second mortgages 
or other subordinated debt. These loans fill 
the gap between the equity money that 
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local people, or sponsors of the new in- 
dustry, can raise and funds available 
through regular conventional sources. 
Approximately $15 million has been 
loaned out in the intervening ten years. 
They say, with confidence, that these loans 
have acted as catalysts in bringing out 
funds from conventional sources, and in 
creating between 25,000 and 40,000 new 
jobs in the Massachusetts area alone. The 
Board of Directors of the Corporation is 
composed of leading bankers and insurance 
men throughout the state of Massachusetts; 
and loans, before being presented to this 


Other states 


In Michigan, however, the Development 
Credit Corporation Act of 1956 has not 
resulted in the organization of any such 
corporation even through amendments, in 
1957 and 1959, attempted to make neces- 
sary adaptation of the New England laws 
to the needs of Michigan. Sponsors of the 
legislation did not obtain support from 
principle financial interests of the state.* 

At about the same time, however, other 
states further south and west, such as 
North Carolina, Pennsylvania and more 
recently Arkansas, have gone about meet- 


MAJOR PURPOSES OF ADVANCES 
BY DEVELOPMENT CREDIT CORPS.‘ 


Per Cent of Total 
Amount Advanced 
Working capital purposes 34% 
Construction of new buildings by borrowers 28 
Purchase and renovation of existing buildings 14 
Purchase of machinery and equipment 11 
Moving expenditures + 
New product development a 
Purchase of concerns to keep them in state 2 
Construction of new plants on speculation 2 
Purchase and resale of plant 1 


Board for consideration, are carefully 
screened by credit committees set up on a 
regional basis, whose membership com- 
prises the best credit men in that area. 

In short, it is no give-away program but 
rather one designed to fill the gap between 
the usual equity money available and con- 
ventional lending sources. Most New Eng- 
land credit development corporations, and 
that of New York State, pretty much fol- 
low the Massachusetts enabling acts, pro- 
viding for a single state-wide agency of 
this sort.? 


2 Harold T. Smith, A Suggested Program for 
Financing Area Development in Michigan, 
December, 1960, pp. 35-42. The W. E. Upjohn 
Institute for Employment Research, Kalama- 
zoo, Michigan. 
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ing their problem in a slightly different way. 
In the case of Pennsylvania, where there 
was large unemployment in the hard coal 
fields in the eastern part of the state, the 
state stepped into the picture; and, through 
legislative action, made available state funds 
to provide up to 30 per cent of the money 
required to attract a new business or ex- 
pand an old one. Local development cor- 
porations and local money were expected to 
provide 20 per cent of the equity and then 
conventional sources came up with 50 per 


3 Tbid., p. 81. 

4Donald Gilmore, Developing the Little 
Economies, April, 1960, p. 146. For the active 
state corporations: Maine, New Hampshire, 
Massachusetts, Connecticut, Rhode Island, 
North Carolina, and New York, listed in order 
of year chartered. 
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cent, thus completing financing for the 
new job. 

North Carolina has a slightly different 
method of approach. Incidentally, their 
record has been most impressive. Let me 
turn to the situation in Arkansas, the state 
closest to us geographically, whose activities 
in this direction are probably familiar. 
Sparked in good part by Mr. Winthrop 
Rockefeller, the state embarked with state 
funds on a direct program of subsidization 
of industrial development. 


Arkansas program 

The Arkansas Development Finance 
Corporation Act of 1957 provided for the 
establishment of an Authority, or develop- 
ment finance corporation, which had to 
raise $100,000 of common stock and $900,- 
000 of preferred stock from local citizens 
and business. Then it was allowed to tap 
“surplus” funds of the state treasury by 
issuing debentures to a sum of $5 million 
which, I understand, has since been ex- 
panded to $10 million. 

In addition, the state has passed legis- 
lation enabling counties to get together (and 
municipalities) and issue their own munici- 
pal bonds on a revenue or general obligation 
basis. Issuance is to such state Authority, 
if purchase of the bonds by conventional 
private sources is not forthcoming. 

To date, the program has been carefully 
administered. Arkansas has achieved some 
notable successes in attracting new busi- 
ness to the state, in some cases at the ex- 
pense of Missouri. Some major national 
companies have moved in there; and one 
hears high praise, on all sides, for the job 
that has been done. 

However, before giving this program un- 
qualified endorsement, let me point out 
that surplus funds do not always remain 
surplus. When the particular funds are ex- 
hausted, the Arkansas Development Au- 
thority may be out of business if con- 
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ventional outside sources of money cannot 
be found. 


There is a further question as to whether 
local business, industry, and government 
have not been taxed and, in a sense, put at 
a disadvantage in order to subsidize new 
industry coming in from outside. In any 
event, this gives good examples of the ap- 
proaches and methods used in other states. 


MISSOURI DEVELOPMENTS 


Two years ago, when a committee first 
took up this matter of a possible develop- 
ment finance corporation, the Small Busi- 
ness Investment Company Act of 1958 had 
just been passed by the federal govern- 
ment. It was hoped that the new small 
business investment companies, which 
could be formed under this legislation, 
would actually fill this credit and invest- 
ment gap without the need for additional 
help in the form similar to that taken in 
New England, Pennsylvania and Arkansas. 


We waited to see how this legislation 
worked out before considering the necessity 
of a Development Finance Corporation it- 
self. It was recommended that the legis- 
lature authorize state banks to have powers 
for formation of a small business invest- 
ment company and this was approved by 
the Legislature. What have the results 
been? It now appears that only a few small 
business investment companies have been 
formed in the state of Missouri and their 
applications for some others are pending. 

Relatively few have been formed in the 
United States. Our investigations show that 
the multiplicity of reports, to the Securities 
Exchange Commission, the Small Business 
Investment Administration and others, 
under present regulations have made paper 
work burdensome, and that the Act has 
not as yet fulfilled the purposes for which 
it was designed. 


It is the general impression that further 
amendment to the SBIC Act will have to 
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be made before any substantial amount of 
loan help can be forthcoming. However, it 
is interesting to note that the Massachusetts 
Credit Development Corporation has filed 
an application of its own Small Business 
Investment Company subsidiary, and other 
states may follow suit. 


Legislative interest 


In 1961 the Missouri Bankers Associ- 
ation co-sponsored a privately financed and 
bank supported Development Finance Cor- 
poration Act to be state-wide in character 
—with a board and advisory committees 
representative of the various sections of the 
state and composed of the best credit men 
available.® 

Legal advisors indicate that under the 
Missouri constitution, the state is not 
authorized to bestow its credit on any such 
lending agency as has been done in Arkan- 
sas or Pennsylvania. Missouri Development 
Finance Corporations have to be formed 
under general corporation law and, as such, 
cannot expect to have some of the powers 
which have been given to the Arkansas 
and Pennsylvania finance Authorities. 

This is not all bad, however, as there is 
serious question whether Missouri actually 
has sufficient surplus, without additional 
taxes, to enable any funds to be made 
available. There is the further danger that, 
once placed under a political wing, the 
resulting Authority, initially staffed with 
most able men, might later become some- 
thing of a political football. 

Senator Jones attended the Northeast 
Credit Development Conferences in Boston 
in the spring of 1958. Using the New Eng- 
land bills as models, he had the Legislative 
Research Bureau draw up a bill incorporat- 
ing what seemed to be the best parts of all 
the New England charters, in accordance 
with the Missouri constitution and statutes. 


5 Senate Bill 80, introduced by Senator Jack 
Jones, has passed the Missouri Senate and 
hearings are scheduled in the House. 
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Proposed statute 


The general provisions for the bill are as 
follows: a minimum capitalization of 
$500,000 is called for and a Board of Di- 
rectors, of not less than 15, whose selection 
is approved by the Commissioner of Fi- 
nance. Banks may purchase stock (state 
banks that is) with certain limitations; 
but banks cannot purchase stock unless 
they also become members, which is defined 
as agreeing to lend the Corporation not to 
exceed two per cent of their capital and 
surplus, and not in excess of a ten-to-one 
ratio of equity to borrowing of the Develop- 
ment Finance Corporation. It is assumed 
that, if permission to purchase limited 
amounts of common stock is given to state 
chartered banks, the controller of the cur- 
rency will give similar permission to Na- 
tional Banks within the state. 


The purpose of the bill is, of course, to 
stimulate industrial development and the 
welfare of the people of Missouri. Cor- 
poration activities are subject to periodic 
inspection by the Commissioner of 
Finance and, in general, the provisions 
follow quite closely those of Massachu- 
setts. 


Even with certain tax incentives and a 
more specific distribution of the Board of 
Directors (with at least one from each 
congressional district and not more than 
two from any one district) it may be dif- 
ficult to sell the necessary equity stock for 
such a Corporation, unless financial con- 
cerns continue to show interest. 


PUBLIC vs. PRIVATE 


We know there is only a certain amount 
of lendable funds, from all sources, available 
in the state at any one time. I believe it 
well to have enabling legislation on the 
books which would permit forming such a 
Corporation when needed, as it has been 
time after time in years gone by. 

If we do not do something of this sort 
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through private channels then we are very 
apt to have demand for a public tax-fi- 
nanced authority. The dollars for this have 
to come out of the same pockets, but they 
are tax dollars rather than dollars return- 
able to you. I believe the Corporation 
should be a profitmaking company but with 
the understanding that no immediate re- 
turn could probably be expected from it. 
In a sense, perhaps the greatest service 
that a Corporation, if one were formed, 
could render would be to act as a clearing 
house. Many inquiries come into local 
areas where the town banker and his friends 
find the proposition too large to handle by 
themselves. Many small local Development 
Corporations have been formed by citizens 
of their respective towns, and certainly we 
would not want to see these disbanded 
and coming under the aegis of a new 
development finance corporation act. 
Rather, these local corporations should 
have a correspondent relationship with the 
Development Finance Corporation, and 
,each bank should have the closest possible 
contact with it. In actual fact the New 
England corporations, and those in Arkan- 
sas and Pennsylvania, rely heavily on the 
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credit facilities and the knowledge and in- 
formation available in conventional chan- 
nels. Experience has shown that these 
must be consulted in the long run, if a suc- 
cessful program is to be operated, so why 
not include them from the start. 


Conclusion 


We do not infer that it will be easy to 
raise the necessary equity money for such 
a new Corporation or that all the banks 
will want to, or be in a position, to, become 
lending members to the Corporation. How- 
ever, I suggest this is an area of interest to 
all, and one about which we must do some- 
thing or else lose the right to complain 
about competition. 

It should be obvious that we Missourians 
must remain competitive, in friendly 
fashion, with our neighbors. In this financial 
area that is not now the case. Until these 
and other matters relating to a favorable 
business climate are corrected, Missouri will 
continue to lag behind the national average. 
And, I might add, pay the price in stand- 
ards of living, in tax rates, and in low 
retention of young folks with brains—per- 
haps the state’s greatest asset. 
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